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COMMONWEALTH OF MASSACHUSETTS
DEPARTMENT OF TELECOMMUNICATIONS AND ENERGY

DTE 05

PREFILED TESTIMONY OF RICHARD N. MARSHALL

INTRODUCTION

Please state your name and business addr ess.

My name is Richard N. Marshdl. My busness address is One PEl Center,

Wilkes-Barre, Pennsylvania 18711.

By whom are you employed and in what capacity?
| am the Vice Presdent and Treasurer of Southern Union Company (“Southern
Union” or the “Company”) and am responsble for capita-market financing, debt

management, cash management and investor relations activities of the Company.

Have you previoudy testified befor e this or any other Commisson?

Yes. Mogt recently, | submitted pre-filed testimony on behdf of the Company for
goprovad and authorization from the Depatment of Tedecommunications and
Energy (the “Department”) pursuant to G.L. c. 164, § 14 and 16 for approva to
issue up to $590.5 million in common stock and equity units for the purpose of
funding an invesment in CCE Holdings, LLC (D.T.E. 04-83). | have tedified in
a number of other cases before the Department, including the Company’s request
to issue agpproximately 4.25 million shares of common stock to stockholders of

record in 2004. Southern Union Company, D.T.E. 34-41 (2004). In addition to

cases before the Department, | have tedtified before the Pennsylvania Public
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Utility Commisson on behdf of PGEnergy in connection with severa base-rate
increase  filings, incuding Docket Nos. R-00005119, R-00984280 and R-

00963612.

Would you please provide a brief description of the Company?

Southern Union Company is a Ddaware corporation thet is primarily involved in
the digribution, trangportation and storage of natura gas throughout the United
Staes. As a naurd gas locd digribution company, Southern Union serves
agoproximatdy 1.0 million cusomers through operating divisons in  Missouri,
Pennsylvania, Rhode Idand, and Massachustts. In Rhode Idand and
Massachusetts, Southern Union serves approximately 300,000 customers through
the New England Gas Company, which is an operating divison of the Company.
The Company dso serves gpproximately 500,000 customers through its
operations in Missouri (Missouri Gas Energy) and 160,000 customers through its
operations in Pennsylvania (PG Energy). Through Panhandle Energy, the
Company owns and operates 100% of Panhandle Eastern Pipe Line Company,
Trunkline Gas Compay, Sea Robin Pipdine Company, Southwest Gas Storage
Company and Trunkline LNG Company — one of North Americas largest
liquefied naturd gas import terminas.  Through CCE Holdings, LLC, Southern
Union dso owns a 50% interest in and operates the CrossCountry Energy
pipdines, which include 100% of Transwestern Fipeline Company and 50% of
Citrus Corp. Citrus Corp. owns 100% of the Florida Gas Transmisson pipeline

sysdem.  Southern Union's pipdine interests operate more than 18,000 miles of
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interstate pipelines that transport naturd gas from the San Juan, Anadarko and
Permian Badns, the Rockies, the Gulf of Mexico, Mobile Bay, South Texas and

the Panhandle regions of Texas and Oklahoma to mgor markets in the Southeadt,

West, Midwest and Great Lakes regon.

What isthe purpose of your testimony?

My testimony describes and supports the Company’s request for authorization to
issue and digtribute up to 5,500,000 shares of common stock for the purpose of
effecting a stock dividend in 2005. The issuance of the stock dividend serves a
legitimate utility purpose because it enables the Company to use retained earnings
to finance ongoing operations in a cod-effective manner. My testimony aso
demondirates that the issuance meets the “net-plant test” as has been established

by the Department pursuant to G.L. c. 164, § 16.

DESCRIPTION OF THE PROPOSED | SSUANCE

For how many shares is the Company seeking the Department’s
authorization?

The Company is seeking authorization to issue up to 5,500,000 shares d common
sock for the purpose of completing the stock dividend. It is anticipated that the
Company would declare the stock dividend authorized in this proceeding on or
about July 15, 2005, so that digtribution of the shares can take place by August 15,
2005. The Company’s Board of Directors voted on May 9, 2005 to authorize the
dividend. The actua number of shares to be issued in order to accomplish the
dividend will be determined on the issue date and will be reported to the

Department in a compliance filing.
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How did the Company deter mine the number of sharesto beissued?

As of April 29, 2005, the Company had gpproximately 105.6 million shares of
common stock outstanding to which the five percent stock dividend would apply.
A five percent dividend would entail gpproximately 5.3 million shares based on
shares outstanding as of April 29, 2005. Accordingly, the Company is requesting
authorization to issue up to 5,500,000 shares to ensure that the stock dividend can

be completed without further review and authorization by the Department.

Has the Company’s Board of Directors voted to authorize the issuance of
common stock?

On May 9, 2005, the Company’s Board of Directors authorized the issuance of
common gock in furtherance of the didribution of a stock dividend as required by
G.L. c. 164, 814. A copy of the vote of the Board of Directors is provided

herewith as Exhibit SU-2.

Please describe the processto issue the stock dividend.

Southern Union has issued an annud five percent stock dividend since 1994.
Typicdly, the Board of Directors meets in the month of June to declare the
dividend as a percentage of outstanding shares of stock, to set the record and
digtribution dates, and to authorize the issuance of shares to accomplish the stock
dividend. The stock dividend is announced to shareholders on the declaration
date and is issued to dl holders of Southern Union stock as of the record date,
which is usudly set around 10 days following the declaration date. The issuance
date is sat for approximately 10 days to two weeks following the record date. For

example, last year, the stock dividend was declared on August 10, 2004, and all
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holders of record as of August 20, 2004, received the dividend. The Company
digtributed shares in connection with the stock dividend on August 31, 2004. To

provide for a five percent dividend in 2004, the Company issued agpproximeately

3.7 million shares.

Will the Company adhere to the same process this year in issuing the stock
dividend?

Yes. From a market perspective, it is important for the Company to declare and
issue the annua dividend in the same time frame as it has in the past because the
market may react negatively to variation from past practices. As it has in the padt,
the stock dividend will be dedared immediatdly following the issuance of the

Department’ s decision in this proceeding.

Why is the digtribution of a stock dividend an important corporate policy for
the Company?

The issuance of a stock dividend is an important corporate policy for the
Company for a number of reasons. Fird, the didribution of a stock dividend
rather than the payment of a cash dividend dlows the Company to use its retained
eanings to fund utility operations without having to rase additiona debt or
equity in the capital markets. Second, the distribution of a dividend enables the
Company to use retained earnings to repay debt and improve its capitdization
ratios. Third, the distribution of a stock dividend increases the number of shares
that are avallable to be traded in the marketplace, which increases the liquidity of

the Company’ s stock.
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How does the distribution of a stock dividend increase the Company’s equity
capitalization?

The issuance of a stock dividend enables the Company to retain and use earnings
for the purpose of financing utility operations and repaying long-term debt. By
using earnings to finance a portion of its cepitd additions, the Company is adle to
avoid turning to the capitd markets to raise the levels of debt and equity capita
that would be needed if earnings were paid out in cash to shareholders each year.
In addition, the Company uses earnings and cash generated by its digtribution
operations to repay long-term debt. When the need for new long-term debt is
avoided and exiding debt is repaid, the Company’s equity ratios improve. Thus,
the issuance of a dock dividend is an important tool for the Company in
maintaning and improving cash flow and achieving agppropriate baance sheet

capitdization ratios.

How is the stock dividend and use of retained earnings to fund utility
operations a cost-effective way of securing and maintaining adequate equity
capitalization?

Although equity is generdly a more expensve source of capitd than debt, the
Depatment has long recognized that a baanced capita dructure is preferable in
teems of ensuring the overdl financid hedth of a utility. Baanced capitd
dructures are needed in order for utilities to maintain investment-grade ratings
and to ensure codt-effective access to the capitd markets.  Conggtent with
indugtry practice, the Company funds its utility operations through a combination
of debt and equity, with the mgority of the Company’s equity financing since

19 reaulting from the contribution of retained earnings to the funding resources
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used by the Company. Thus, the stock-dividend policy has dlowed the Company
to fund a modest and appropriate amount of capitd additions with equity, which is

congstent with generd utility ratemaking principles.

The stock-dividend policy is a cod-effective way of mantaning agppropriate
equity raios because it dlows the Company to grow equity through earnings and
limits the need for, and sSze of, common stock issuances in the public markets.
Common equity offerings involve transaction expenses, including underwriter
fees, brokerage commissons, fees paid to the Securities Exchange Commission,
legd expenses and documentation expenses.  Since the implementation of the
stock-dividend policy, the Company has limited its need for public offering, and

therefore, has avoided these types of codts.

How is the Company’s stock dividend policy viewed by lenders and debt
rating agencies?

Financid andyds evaduating the Company’s financid operations have recognized
that the stock-dividend policy dlows the Company to: (1) maximize cash flows
avalable for capita expenditures and debt reduction; (2) reduce the need for
extend financing; and (3) increese equity ratios.  Financid andyds have
specificadly recognized that the stock-dividend policy has enabled the Company to
deleverage quickly without the need to raise common equity through public
market issuances.  Therefore, the Company’s stock-dividend policy, and its
favorable impact on cash flow, has been pogtively receved by the Company’s

financid inditutiond lenders.  Moreover, from an invesment rating pergpective,
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the Company is consdered to be a “low busness risk” naturd gas distribution
company with invesment-grade ratings from Moody’s (Baa3), Standard & Poor’s
(BBB) and Fitch Ratings (BBB). Specificdly, Moody's has dated that it views
the Company’s stock dividend policy favorably “snce it maximizes the cash
flows available for capita expenditures and debt reduction, reduces the need for
externd financing, and hdps increase its equity.” Ftch Raings adso lids the
Company’s dividend policy as one of its “Key Credit Strengths’ dating the “no-

cash dividend policy maximizes free cash flow.”

What isthe value of the Company’s stock-dividend policy for shareholders?

The Company’'s policy of didributing a sock dividend is of sgnificant vaue to
the Company’s shareholders. The Company’s shareholders expect and desire the
sock dividend because it places the timing of any taxable event in the hands of
the individual shareholder. Cash dividends recaeived by investors must be treated
as ordinary income for tax purposes. Conversdly, the receipt of a stock dividend
is not a taxable event for the shareholder. If a shareholder chooses to sdl his or
her shares and receive cash, the shareholder will be taxed only on the gain. This
creates two benefits for shareholders. (1) the shareholder is dlowed to deduct his
or her “bass’ in the stock, which reduces the amount that is subject to taxation;
and (2) the shareholder pays tax a the generdly more beneficid capita-gans
rate. Accordingly, the Company’s corporate policy of issuing stock dividends is

disclosad in dl mgor financid reports of the Company and an dimination of the
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gock dividend could have the effect of diminishing the vdue of the Company’s

equity in the eyes of its shareholders.

Is it possible for shareholders to receive a cash payment in lieu of a stock
dividend payment?

The Company has in place a Stock Dividend Sde Pan (the “Sde Pan”), which
provides digible owners of the common stock of the Company the opportunity to
sl shares recelved as stock dividends. The Company pays al costs under the
Sde Plan.  Under this plan, shareholders may eect, a a point prior to the record
date, to sl ther dividend shares through the Sde Plan. Shareholders making
such an eection are issued the shares and then the shares are sold through the
Plan Broker. The Plan Broker aggregates the shares offered for sde and
shareholders recelve payment for their shares based on the average price obtained
for the aggregated shares. The vast mgority of the Company’s shareholders do
not participate in this plan. For example, in 2004, approximately 200,472 shares
were sold through the Sde Plan in comparison to an issuance of 3.7 million

shares.

How will the issuance of additional shares of common stock for distribution
of a stock dividend affect the value of the shares held by the Company’s
existing shareholders?

As noted above, the dividend shares are issued only to existing shareholders (as of
the record date) on a pro rata basis so that the shareholders percentage ownership
of the Company is unchanged by the issuance. In addition, the issuance of the

additional shares does not change the total of the common stockholders equity
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section of the baance sheet. This enaures that the total vaue of the ownership
shares hdd by exiding shareholders is not affected by the stock dividend, which
for the Department’s purposes is smilar to the effect of a sock split. Moreover,
as described beow, the Company’s net-utility plant exceeds its totd

capitdization, and therefore, no impairment of the Company’s capitd stock will

occur as aresult of the stock issuance.

Will the issuance of additional shares of common stock for distribution of a
stock dividend affect customers?

The issuance of additiond shares of common stock for digribution of a stock
dividend will not affect customers and will, over the long term, assg the
Company in mantaining adequate equity ratios and ensuring that the Company’s

cost of debt is consstent with its investment grade rating.

In your opinion, isthe stock issuancein the public interest?

Yes. The proposed issuance of up to 5,500,000 shares of common stock is
reasonably necessary to fund expenditures for the extenson and improvement of
utility plant, to repay long-term debt, and to maintain the Company’s access to
cost-effective capital.  As a result, the issuance sarves a legitimate purpose in
meeting the Company’s service obligations. As discussed beow, the issuance
aso meets the Department’s “net-plant test,” established pursuant to G.L. c. 164,
8§ 16. Therefore, consstent with Department precedent, the issuance is in the

public interest.
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NET-PLANT TEST

Please describe Exhibit SU-3.

Exhibit SU-3 presents the pre-issuance comparison of net utility plant to totd
capitdization after certain adjustments are made to the most recent consolidated
balance sheet consgtent with Department precedent. Exhibit SU-3 aso presents
the post-issuance comparison of net utility plant to totd capitdizaion following

the issuance of up to 5,500,000 shares for the stock dividend.

To cdculae the pre-issuance net plant tet, Column A of Exhibit SU-3 duplicates
information provided in the Company’'s Form 10-Q for the quarterly period
ending March 31, 2005, which was filed with the Securities and Exchange

Commisson onMay 9, 2005. This Form 10-Q is provided in Exhibit SU-4.

Column B of Exhibit SU-3 sets forth five adjustments required under Department
precedent, which are designed to: (1) remove the property, plant and equipment
and asociated capitdization for unregulated operations, (2) remove the net
goodwill reflected on the Company’'s books and the associated capitdization;
(3) remove accumulated other comprehensve income  (4) remove retained
eanings, and (5) remove Condruction Work in Progress and non-regulated
inventories from the net-plant caculation. As discussed below, Column B aso
contains adjusments to account for the issuance of 55 million shares to

accomplish the stock dividend.
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Column C of Exhibit SU-3 sets forth the adjusted, pre-issuance comparison of net

utility plant to tota capitdization. As shown therein, the Company’s net utility

plant as of March 31, 2005 exceeds total capitdization by $136,760,000.

Please describe the present capitalization of the Company and indicate the
owner ship of itsoutstanding securities.

As shown in Column A of Exhibit SU-3, there were approximatdy 105.9 million
shares of common stock outstanding at a par vaue of $1.00 per share, or
approximately $105,913,000 as of March 31, 2005. Premium on capitd stock
totaled $1,520,615,000. Also as of March 31, 2005, treasury stock was vaued at
$12,870,000. Treasury stock represents shares that are issued and have been
repurchased by the Company, and therefore represent a deduction from common
gockholders equity. Common stock held in trust and deferred compensation
totaled $3,239,000 and reflects shares held in various grantor trusts or “rabbi
trusts” which are edablished to fund deferred compensation for key employees
and directors of the Company. The Company dso had an accumulated other
comprehensve loss of $57,946,000 and retained earnings of $135,899,000.

Therefore, Common Stockholders' Equity totaled $1,688,372,000.

The Company’s long-term debt and capita lease obligations as of March 31, 2005
totded approximatdly $2,604,404,000 (including $230 million in preferred
securities issued in October 2003 and the outstanding balance of the Company’s
revolving credit agreement lisged in the 10-Q as “Notes Payabl€e’), reaulting in a

total capitaization of $4,292,776,000.
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Would you please review the adjustments to the consolidated balance sheet
asof March 31, 2005 set forth in Exhibit SU-3?

Yes. The Company has made a number of pro forma adjusments to its
consolidated balance sheet for the purpose of comparing the post-issuance net-
utility plant to totd capitdization. These adjusments are st forth in Column B
of Exhibit SU-3. As discussed below, these adjusments are consistent with

Department precedent.

Firg, the Company removed from Propety, Plant and Equipment, the net
property, plant and equipment relating to unregulated business operations.
Specificdly, as shown in Exhibit SU-3, the Company reduced its net plant-in-
service by $14,358,000 (plant-in-service of approximately $17,460,000, less
accumulated depreciation of gpproximatdy $3,102,000), to account for
unregulated operations that are shown on a consolidated basis on the Company’s

balance sheet.

The unregulated property, plant and equipment removed from the net-utility
plant-in-service is supported by a combination of debt and equity, but having been
incorporated over time into the Company’s overdl operations, cannot be directly
dtributed to a paticular source of capita.  Accordingly, the Company has
reduced its tota cepitdization in the amount of $14,358000 by reducing
outstanding debt and equity in the same ratio that those categories of capitd have
to the Company's totd capitdization. This adjusment is consstent with the

Department’s trestment in previous cases presented by Southern Union and with
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the Department’s precedent, which requires a utility to demondrate that its net-
utility plant-in-service will be equa to or exceed its totd capitdization following
the issuance of the security for which it is seeking authorization by the

Depatment. This adjustment (to both net utility plant and totd capitaization) is

denoted on Exhibit SU-3 as adjustment (A).

Second, the Company adjusted the net-plant-test caculation to exclude the net
goodwill totding $640,547,000 from the Company's overdl capitdization. Over
the past several years, the Company completed a number of acquigtions of
regulated natura gas companies. The net goodwill of $640,547,000 reflects the
excess of the purchase prices of the acquired companies over the book value of
the assets acquired. Thus, the Company reduced its tota capitdization by
$640,547,000 to reflect the removd of the net goodwill from the net-plant-test
cdculaion. This is conggent with the Depatment's trestment of additiond
purchase cods in previous cases presented by Southern Union and with prior

Department precedent.

The net goodwill is supported by a combination of debt and equity, but having
been incorporated over time into the Company’s overdl operations, cannot be
directly atributed to a particular source of capita. Accordingly, the Company has
reduced its totd capitdization in the amount of $640,547,000 by reducing

outstanding debt and equity in the same ratio that those categories of capitd have
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to the Company’s tota capitdization. This adjusment (to both net-utility plant

and totd capitdization) is denoted on Exhibit SU-3 as adjustment (B).

Third, the Company excluded the Accumulated Other Comprehensve Loss of
aoproximatdly  $57,946,000 from its tota capitdization. The excluson of
Accumulated Other Comprehensive Loss is denoted on Exhibit SU-3 as

adjustment (C).

Fourth, the Company excluded Retained Earnings of gpproximatdy $3,899,000
from its totd cepitdization. The excluson of Retaned Earnings for net-plant
purposes is denoted as adjusment (D) on Exhibit SU-3. As discussed in relaion
to adjusment (G) below, the baance of Retained Earnings ($132,000,000) is
excluded from the net-plant test as part of the entry to account for the stock

dividend in accordance with the Depatment's ruling in  Southern  Union

Company, D.T.E. 04-41 (2004).

Fifth, the Company has made pro-forma adjusments to its consolidated baance
sheet to remove Construction Work In Progress of $275,837,000 (denoted as
adjusment (E)), and to reduce net plant by $6,310,000 for unregulated inventories
that are shown on a consolidated basis on the Company’s baance sheet (denoted

as adjustment (F)), as caculated on Exhibit SU-3.

As noted above adjusgment (G) on Exhibit SU-3 adjusts the Company’s
capitdization to record the issuance of the stock dividend. In D.T.E. 04-41 a

pages 15-16, the Department directed the Company to include the reduction to
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retained earnings that results from the accounting entries for the stock dividend in
the net-plant test computations. Therefore, condgtent with the Depatment’s
ingructions, the Company has reduced Retained Earnings by $132,000,000 to
account for the issuance of 55 million shares a $24 pea share (the per share
market value of the Company’'s stock). Adjustment (G) aso shows that Common
Stock, $1 Par Vaue is increased by $5,500,000 and Premium on Capita Stock is
increased by $126,500,000 (increesng Common Stockholders Equity in tota by
$132,000,000) to account for the issuance of 5.5 million shares of common stock

for distribution to shareholders.

Although the Depatment has not yet ruled on the Company’s Motion for
Reconsderation (the “Motion”) filed in relaion to the Depatment’s find order in
D.T.E. 04-41, the Company’s net-plant test caculation is condgtent with the
Department’s directives in that case. In the Motion, the Company acknowledged
that the increase to Common Stockholders Equity that occurs as a result of the
GAAP accounting entries to record the stock dividend (which transfer Retained
Earnings to Common Stock, $1 Par Vaue and Premium on Capital Stock), should
be reflected in the net-plant test cdculation. The Company sought
reconsderation only of the Depatment’s decison to incresse capitdization for
net plant purposes by the “market vaue’ of the stock dividend, when the market
value exceeded Retained Earnings. In this case, multiplying the number of shares
to be issued for the stock dividend (5.5 million) by the current market price ($24)

results in an amount ($132,000,000) that is less than the total amount of Retained
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Earnings recorded on the Company’s books as of March 31, 2005 ($135,899,000)
and is conggent with the GAAP accounting entries that will be undertaken to
account for the stock dividend. Therefore, the concern raised by the Company in
the Mation is not an issue in cdculating the net-plant test in this case. However,

because the circumgances may be different in the future, the Company

gppreciates the Department’ s ongoing review of the Motion for Reconsideration.

As shown by the cdculations st forth in Exhibit SU-3, the Company’s net-plant
in service exceeds capitdization by approximatedy $136,760,000 fdlowing the

issuance of the stock dividend.

Does this complete your testimony?

Yes, it does.



